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MEMORANDUM

To: Michigan Association of County Drain Commissioners - Legislative Committee
From: Roger Swets & Terry Donnelly
Date: March 24, 2014
Re: Drain Code Revisions to Allow Term Bonds
THE PROBLEM

In short, Michigan drainage districts are facing potentially higher borrowing
costs than necessary because the Drain Code requires that drain bonds be
issued as serial bonds and does not allow the use of term bonds.

In general, municipal bonds can be issued in two formais, as serial bonds or as term
bonds. Traditionally, municipal bonds have been issued as serial bonds, and the Drain Code, PA
40 of 1956, as amended, contains language that requires that drain bonds be issued as serial
bonds, not term bonds.

A bond issue with serial maturities is one where a portion of the bonds matures every
year, and the portion maturing is represented by a separate bond certificate. Therefore in a bond
issue with a final maturity in 10 years, there would be at least 10 bond certificates with at least
one certificate maturing each year,

In recent years, term bonds with mandatory redemptions have come into common use as
a method of attracting large institutional bond buyers to buy bonds whose serial maturities are
otherwise too small to attract large institutional buyers’ interest. A term bond does this by taking
principal amounts that would come due over more than one year and grouping them together in
one bond certificate, but then requiring mandatory principal payments called mandatory
redemptions be made each year. Because the mandatory redemptions are required, the principal
payment schedule remains the same, even though a larger principal amount is grouped together
in one bond certificate. For instance where a serial bond issue might have five bonds of
$100,000 each maturing in five consecutive years, a term bond could be one $500,000 bond
certificate, with $100,000 coming due by mandatory redemption each year and the final
$100,000 maturing in the fifth year.

The use of term bonds instead of serial bonds is often form over substance from the
perspective of the drainage district, but it provides an important difference to bond buyers
because it increases the principal amount of the bond (sometimes referred to as the par amount)
that they are buying. When underwriters buy a bond and remarket it to the public the bond issue
can be traded in $5,000 increments. While an individual retail buyer might be interested in
purchasing a $5,000 bond, many large institutional buyers, like mutual funds, insurance
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bond issue, and potentially reduces the overall interest rate for the bond issue. In simple terms, if
adding the option of term bond maturities makes it easier to sell some of the more difficult bond
maturities, it can potentially lower the overall interest rate.

To provide a simple example, a 20 year, $2,000,000 bond issue might have annual serial
maturities of $200,000 per year. A large institutional buyer may have a policy that it does not
buy bonds with a par amount of less than $500,000. The serial drain bond with a par amount of
$200,000 is too small to meet this threshold and the institutional buyer is not interested in the
drainage district’s bond issue. On the other hand, if term bonds were to be allowed for the bond
issue, an institutional buyer would be able to direct that the issuer group any number of these
$200,000 maturities together so that there is a bond over the buyer’s $500,000 threshold. The
buyer might, for instance, direct that the last five matwities be put together in one term bond, so
that instead of five $200,000 bonds maturing in years 16 through 20, there would be one
$1,000,000 bond maturing in year 20, giving the purchaser a bond with a par amount well over
its $500,000 threshold.

Importantly, while the term bond option allows the purchaser to group a number of serial
maturities into one bond maturity, it does not alter the principal payment schedule established by
the drainage district. The drainage district would require that the term bond have annual
mandatory redemption requirements so that principal would still have to be paid according to the
schedule determined by the drainage district. In our example, while the bond buyer would have
one $1,000,000 bond maturing in year 20, the terms of the bond would require that the issuer
make annual mandatory principal redemption payments of $200,000 per year, thus preserving the
principal payment schedule that the drainage district wants to see.

It also needs to be mentioned that term bonds will not be beneficial in every financing.
Since a term bond will have one single interest rate for the years grouped together in the term
bond, it loses the benefit of the yield curve which can increase the interest rate for that portion of
the bond issue. Proper use of term bonds, however, where they improve the pricing of the
overall pricing of a bond issue, offer a valuable tool and can potentially Jower interest rates.

PUBLIC POLICY CONSIDERATIONS

Allowing the use of term bonds with mandatory redemption requirements
provides a public policy benefit by potentially lowering borrowing costs for
Michigan drainage districts, without changing the principal repayment
schedule of the bond issue.

Allowing the use of term bonds with mandatory redemptions has the advantage of
potentially lowering borrowing costs for Michigan drainage districts and thus ultimately the cost
of drain projects to Michigan property owners and public corporations.

There appear to be no public policy objections to the proper use of term bonds with
mandatory redemptions, since they maintain the same principal payment schedules as serial
bonds. Other statutes governing special assessment financings allow the use of term bonds,
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FISCAL IMPLICATIONS

The use of term bonds with mandatory redemptions could lower borrowing
costs for drainage districts, which are costs that are passed on to property
owners and public corporations in the state.

Proper use of term bonds with mandatory redemptions would pose no negative fiscal
implications to the state of Michigan or its political subdivisions. Overall interest cost on drain
borrowings would not increase where term bonds assist in lower the yield on a bond issue, since
the use of term bonds with mandatory redemptions would maintain the same principal payment
schedules required for drain bonds in the current provisions of the Drain Code.

Since allowing this tool would potentially reduce borrowing costs for drainage districts, it
would provide inferest cost savings to the state or any local government that is assessed for a
drain project and pays the assessment over time. Similarly it would provide interest cost savings
to Michigan property owners who pay drain assessments over time.

IXPLANATION OF REVISIONS

The Drain Code can be amended to allow for term bonds by adding simple
references fo mandatory redemptions together with several other minor
changes.

As mentioned earlier, section 275 requires the maturity of drain bonds under that section
within a short time of when the installments of drain assessments are due. It does not allow for
mandatory redemptions. Sections 132, 280, 221, 277 and 278, also have references to the
maturity of bonds without mentioning the possibility of mandatory redemptions. We suggest
amending these sections by adding references to mandatory redemption and making other minor

revisions.

Sections 476, 528 and 569 all specifically require that bonds issued pursuant to Chapters
20 through 22 mature seriaily. We suggest amending those sections by deleting the word
“serially” and adding the reference to mandatory redemptions.

We have attached a document that contains the sections of the Drain Code that we
believe need to be revised and made suggested revisions to them. The new language is
underlined and deleted language is marked with a strikethrough.
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